Contents

FO R EW O R D i e i it sttt ta et e taat et e c e e e e raaeacarnnnsans 1X
ACKNOW LED GM EN T S i it i i cerataeaesarsoararannsenanns X
ACRONYMS AND ABBREVIATIONS L.t iiin it tet e iantnrennanreranaaenans Xn
Overview and SUMIANY. . ... o i i ettt 1

The Changing Regional Context. . ...t i it it ee it e inaeas 1

Where Do the East Asian Financial Markets Stand Today? ........... ... ..., 3

The Road to Robust Markets . ... ... o ittt e 10
COMEIUISIONS - . oottt e e, 21

Outline of the Report . ...t i e et e 22

f Moving Toward a More Robust and Diversified Financial System ... .......... ... .. .. ... ...... 25

! .

£ Regional Cooperation as a Means to Diversify Financial Markets................................ 29
Extent of Financial Integration . .. . ... ... it iar e iirnrerneearaaeaaieraneans 29
Enhancing Integration through Regional Initiatives ... ...... ... ..ottt iniennnn, 34
Both Regional and Domestic Policy Measures Are Needed . ... ... .. ... ... ... ... ...... 43

)

2 Building Better Institutional Infrastructure. ... ... ... . ... .0iii ittt 45
The Exercise of Corporate Governance: An OVerVIEW . .. .o v vttt nine e e e rennnenreananeanenns 46
Shareholder Rights, Board Responsibilities, and Their Implementation...................... 49
Creditors’ Rights and Their Implementation .........ooviviiii it 54
Accounting Standards and Practices . ... ...oouuiieiiniiiiii i 61
B0 W1 B A 62

4. Fostering an Efficient and Sound Banking Sector. .. ... . ... ... ... .. . oLl 63
Developments in East Asian Banking Since the Financial Crisis .. ............ ... ivia... 63
Improving the Efficiency and Enhancing the Reach of the Banking Sector. ...................... 84
Ensuring the Stability of the Banking Systerm. . . ... ...ttt 89

5 Deepening the Securities Markets ....... ... ... ... i 101
Developments in East Asian Securities Markets Since the Financial Crisis . .................. 101
Deepening the Securities Markets .. ... ..ottt i i 109
Strengthening the Regulatory Framework for Securities Markets ................. ... 122
ConclusIons . . . ... e e e e, 126

_

'3 Strengthening the Investor Base. . . ....... ...ttt ittt e it i eaann, 129
Pension Funds. .. ..o oot e e e 129
LE 2TV b1 Tl o A 138
Mutiral Funds .. ..o u i e e 140



vi

Contents
7 Developing Sound Markets for Risk Sharing . ................. ..o il 149
) DerIvatives MarKets . . oottt e ettt e 149
Ry bh a0 v Y T ) R 157
8 Dealing with Growing Linkages AcrossMarkets . ......... .. ... ... ool 169
Trends and Issues in SUPErVISION . . ...« vv vttt ettt nran e eeann 170
The Pros and Cons of Unified SUpervision. .. .. ..veu oo eae e 171
Implementation Issues in Moving to Unified Supervision. . ........cooii i 172
APPENDIXES
Appendix 1: Statistical Tables ... ... i 177
Appendix 2: International Financial Reporting ...... ..., 191
Appendix 3: Basel ILISSULS . . v vt ittt e e e et e 195
B I I A 0 T T R 199
REFE REN CE S it i it i r e ettt it e e et is s e nnnns 209
1 ) 5« 213
BOXES
1.1 Importance of a Diversified Financial System. ... 25
2.1 Tests of Integration in Equity Markets . ... .. .ovnoonot it 33
2.2 TheAsian Bond Fund Initiative . ... ..o oo uri i i i i e e 36
2.3 Rationale and Feasibility of Setting Up a Regional Credit-Rating Agency .. ...............ooivnts 41
3.1 Key Elements for Well-Functioning Credit Information Systems . .................... .. RPN 50
3.2 Summary of OECD Corporate Governance Principles ...........ooooiiiiiii i, 51
3.3 Selected Amendments to Corporate Governance in China’s Company Law ............... .00 52
3.4 Principles and Guidelines for Effective Insolvency and Creditor Rights. ... ......... ..o 55
4.1 Reasons for the Expansion in Consumer Lending, . ...« oo oeninnn oo 70
4.2 The Hong Kong Mortgage Corporation. . ....vveeuuiinrt it i ey 75
4.3 Cagamas: The National Mortgage Corporation in Malaysia . ...t 76
4.4 Progress in Corporate De-Leveraging and Corporate Performance ...t 77
4.5 Impact of Structural Changes on Banking Sector Efficiency: Empirical Analysis .................. 82
4.6 Effects of the Entry of Foreign Banks: Cross-Country Findings ....... ...t 87
4.7 Factors Affecting Availability of Bank Finance: Cross-Country Findings...................coo0h 90
4.8 Enhancing the Environment for the Provision of Microfinance by Banks...................o0n, 91
4,9 Deposit-Insurance System: Features of Good Design........oooov i, 93
4.10 Combating Money Laundering and Financing of Terrorism. ...........oooviiiiiiiiiiiiina, 96
5.1 Measures to Enhance Liquidity in the Domestic Bond Market in Malaysia...................... 112
5.2 Trading Fixed-Income Instruments on the Exchange in Thailand ........... ... 114
5.3 Reposand Securities Lending ... ..o.vunron oottt 116
5.4 New Ways for Medium-Size Companies to Access Capital: Mexico’s New Securities Law .......... 122
5.5 Demutualization: Corporatization of the Stock Exchange.......... ..o, 123
6.1 In the Philippines, Outdated Legislation Is Delaying the Growth of the Investment
DT e Aot 3 PR 143
6.2 Collapse of Fixed-Income Funds in Korea in 1999 . .. ..., o iiiiii e 145
6.3 Enforcement Failure: Fixed-Income Fundsin Indonesia .. ..o oo, 147
7.1 Main Features of Derivatives Markels ... ...ovnetini i st e 149
7.2 Failure of a Futures Exchange: The Shanghai Stock Exchange. ... ... 152
7.3 Principles of Securitization .. ..... oottt 158
7.4 TheKOROmasFund Ltd. ... ..cooiiiinn i et it 160

Contents
7.5 The Bauhinia PrOgram. . . ..ottt i e it a it s a e e iat e aoanannnas s 160
7.6 Singa Secured ASSEIS. ...ttt e e PO 161
FIGURES
1 GDPand INvestment . ... uuun e et e ottt rra e iat ettt i e 2
2 Assetsof the Financial Sector . ... ..o .ot i e i e 4
3  Importance of Bank Assets Relative to Equity and Bond Markets. ..............ooiciin 6
4 Efficiency of Equity Markets .. ... oon it s 8
5  Factors Affecting the Efficiency of Securities Markets ... 11
6 Insurance Penetration and Density. .. ... . ittt e 17
7 Structure of the RePOrt ..o .ttt i i e e e 22
1.1 Assets of the Financial Sector . ....ovvu it i e e 27
1.2 Importance of Bank Assets Relative to Equity and Bond Markets. .. ...............o.oooiiiiins 28
1.3 Assets of Institutional Investors ... ... v i e e as 28
3.1 Core Attributes and Underpinnings of Well-Functioning Financial Systems. . ..................0 46
3.2 Disclosure Practiced by Listed FIrms . ..o .o it i eae i 48
4.1 Indicators of Banking Sector Efficiency ... ... .o e 66
4.2 Indicators of Banking System SOUndness. ... ..oovvneiiiitiia i 66
4.3 Performance of East Asian Banks Relative to Those of Other Regions........... ... iiin 68
4.4 Deposit-Money Banks’ Claims on the Private Sector and Government ..................oiiiens 69
4.5 Size of Mortgage Debt . ... uuuuiii i e 72
4.6 Residential Mortgage Markets in China. . .....o.vvu i e 73
4.7 Indicators of the Reach of Banking Services .. .. ... o i 80
4.8 Degree of Competitionin Banking. ... e e 85
4.9 Regulations Affecting Ease of Entry and Exit. ....... .o 86
4.10 Schema of Different Banking Strategies and Bank Size ....... ... oo, 89
4.11 Compliance with Basel Core Principles for Banking Supervision............ ..o 91
5.1 Number of Listed FIImIs. . ..o ottt i e e e 104
5.2 Proportion of Shares That Are Inaccessible to Foreigners ...t 104
5.3 Equity Market Efflclency . ..o i e i e 108
5.4 Equity Market Stability .. ... .o 108
5.5 Factors Affecting the Efficiency of Securities Markets ........ ..o 110
6.1 Asset Class Exposure of Investment Funds . ... i 142
7.1 Liquidity Ratios in Equity Derivatives and Cash Markets .. ... iinss 154
7.2 Participants in Key East Asian Derivatives Markets, 2004 ... ... ... ..o, 154
7.3 Stylized Elements and Sequencing of Derivatives Markets Development........................ 157
7.4 Composition of Cross-Border Securitization Deals .. ... 162
7.5 Mechanisms to Mitigate Credit and Structural Risks in More Complex Securitization ............ 166
TABLES
1 Structure of Financial SYStems ... ...ttt i i e 4
2 Bond Markets: Breakdown by Typeof Bond Issuer ........ .. i 5
3 Liquidity Indicators in the Bond Markets ... ... i 8
4 Market Infrastructure SCOTES. . oo v vttt i it e e e 13
5  Factors Affecting Transaction Costs in Bond Markets .............ooooiiiii i 14
6  Main Over-the-Counter and Exchange-Traded Derivativesin East Asia ............... . ......... 15
7 - Assets of Institutional INVEStOIS ... .. .o ettt et et e 16
8  Indicators of Concentration in the Insurance Industry ...l 18
9  Status of Key Elements Needed for Securitization ......... .o et 19
1.1 Structure of Financial Systems ... ... oo e 27
2.1 Holdings of Foreign Assets and Liabilities with the Rest of the World ..................c.oioh 30

6.

vii



viii

Contents

2.2 Consolidated Bank Claims. .. ... ... ot 30
2.3 Portfolio Investment Assets and Liabilities ... ............o. . i, 31
2.4 Correlation in Equity REtUIns. . .. ... oottt e 32
2.5 Correlation in Local-Currency Bond RetUrns . .. ......uuuin ittt e e 35
2.6 Regulations Affecting Cross-Border Flows. . ...t e 38
2.7 Tax Treatment of Returns from Foreign Investors’ Holdings of Local Bonds. ..................... 39
2.8 Availability and Access to Derivatives Markets for Cross-Border Investors ...........oveenvnn.n. 40
3.1 Corporate Governance Scores—A Market Perspective. .. ... oovutnn e 47
3.2 Disclosure by Top Five Banks in Fach Jurisdiction . .............o0i i, 49
3.3 Infrastructure for Credit Reporting and Financial Information .. ..........couevineeenarnnn.... 51
3.4 Assessments of Shareholder Rights and Board Responsibilities. .. .......ovovnereineneennnnn, 52
3.5 Treatment of Real Property ... ..o e e 56
3.6 Treatment of Movable Property .. ...oo oot e 57
3.7 Assessment of Unsecured and Secured Creditor Rights . ....... ... o0, 58
3.8 Assessment of Insolvency Regimes. ... . i e 59
4.1 Changes in the Structure and Ownership of Commercial Banks ..............c.ccooiirvrnenn.n.. 64
4.2 Mortgage Rates Offered by Banks in Selected Economies ..............oooiienneininin.n.. 75
4.3 Predicted Shares of Households and Small Firms Using Banking Services. .. ..........ooveennn..., 81
4.4 Measures of Consolidation and Diversification of Banking Sector Activities. ... ...........vuu... 82
4.5 Aspects of Deposit Insurance Schermes in Bast Asia .. .. oovvuiini oo 94
4.6 Main Features and Key Requirements for the Different Approaches Under Basel I1................ 97
5.1 Size of Equity Markets (Market Capitalization) ...........co.uiiuiin e, 102
5.2 Size of Bond Markets (Domestic Bonds Qutstanding). ......... ... ... .oouieeniiiinnnnnn.. 102
5.3 Indicators of Access to Stock Markets for Firms . .. ........ ittt 103
5.4 Breakdown by Type of Bond Issuer ... .. ..o it 105
5.5 Liquidity in Equity Markets. . .. ... 106
5.6 Trading Costs in Equity Markets. .. . ....ooiit ittt i 107
5.7 Liquidity in Bond Markets. . .. .....ooiii i e 109
5.8 Where Countries Stand on Elements Affecting Pre-Settlement and Settlement Risks . ............ 115
5.9 Scores on Clearance and Settlement Infrastructure and Post-Settlement. . . ..................... 115
5.10 Key Factors Affecting Liquidity and Efficiency of Securities Markets. .. .......oovvevrerennn... 117
5.11 Ratings of Securities Laws on Disclosure Requirements, Liability Standards, and Anti-Self-Dealing . 121
5.12 Status of Demutualization. ........oor it 123
6.1 Assets of Institutional INVestOrs .. .. ... .. oottt it 130
6.2 Asset Size and Type of the Most Important Pension Schemes. .. .....vuinteernrnrerenenannnns 130
6.3 Broad Allocation of Pension Pund Assets. . ............ouuiiniiniee e 131
6.4 Coverage Ratios of Pension Schemes .. .......... o i 132
6.5 Nominal Contribution Rates of Main Pension Schemes ...............oovuviiiinnnennnnnn... 134
6.6 Indicators of Development of the Insurance Sector ... ........ouuninereenen e eenennn.. 139
6.7 Indicators of Concentration in the Insurance Sector .. ........oovniunieneneee e, 140
6.8 Scope of Investment Regulations in the Life Insurance Sector. .. ..........ouueuneneennrnenn... 141
6.9 Governance Structures of Mutual Funds .. ... e 143
7.1 Main Over-the-Counter and Exchange-Traded Derivatives. .. .........oo.oiviiiiernninnnn.. 150
7.2 Derivative Products and TUrnover . . .......oo.uiuiiuiini et eeeee e 151
7.3 Status of Infrastructure for Derivatives Mazkets . .. .. ..o. vt iuee ittt e, 156
7.4 Cross-Border Securitization Transactions . . .. ....ueuenetiese i 161
7.5 Status of Key Elements Needed for Securitization ...............coeiiiiieniinienanaannnn.. 164
7.6 Types of Risks in Securitization Transactions .. .........ouuien it 165
8.1 Risk Transfers Among Banks, Insurance Companies, and Capital Markets . . .................... 170
8.2 Advantages and Disadvantages of Different Models of Regulatory Structure .................... 172
8.3 Major Implementation Issues Reported by Countries in Moving to Unified Supervision .......... 173
8.4 Average Time Taken to Complete Key Tasks in Moving to Unified Supervision .................. 174



